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Students’ Department
Edited by H. A. Finney.
AMERICAN INSTITUTE OF ACCOUNTANTS
BOARD OF EXAMINERS
(Note.—The fact that these solutions appear in The Journal of Accountancy
should not lead the reader to assume that they are the official solutions of the American
Institute of Accountants. They merely represent the personal opinion of the editor of
the Students’ Department.)

Examination

in Accounting Theory and Practice—Part I
MAY 18, 1921, 1 P. M. to 6 P. M.
Answer questions 1 and 2 and any three other questions:
1. Following are the trial balances of Company A and its subsidiaries
at December 31, 1920:
Co. C
Co. A
Co.B
Debits
$60,000
Cash .....................................................
$75,000
$50,000
420,000
190,000
Accounts receivable ...........................
350,000
40,000
200,000
60,000
Notes receivable ..................................
160,000
105,000
Inventory, raw material, Jan. 1, 1920 .
150,000
510,000
400,000
650,000
Purchases, raw materials ....................
370,000
Labor ...................................................
320,000
450,000
205,000
190,000
190,000
Manufacturing expenses ....................
75,000
85,000
40,000
Selling expenses ..................................
25,000
35,000
45,000
Administrative expenses ....................
75,000
70,000
Inventory, goods in process, Jan. 1. 1920
80,000
80,000
65,000
Inventory, finished goods, Jan. 1, 1920
90,000
750,000
900,000
400,000
Plant and equipment ................ ........
..........
875,000
Investment in stock of Company B...
Investment in stock of Company C... . 1,200,000
..........
..........

$5,340,000
Credits
Capital stock ....................................... . $3,000,000
110,000
Notes payable .....................................
100,000
Accounts payable ................................
500,000
Bonds payable .....................................
5,000
Premium on bonds ............................
100,000
Reserve for depreciation ....................
Sales ..................................................... . 1,400,000
125,000
Surplus ................................................

$1,915,000

$2,780,000

$500,000
$800,000
80,000
60,000
65,000
250,000
..........

60,000
1,050,000
160,000

112,500
1,250,000
307,500

$5,340,000 $1,915,000 $2,780,000
The inventories at December 31, 1920, were:
Co.B
Co.C
Co. A
$210,000
$175,000
Raw material ..................................... . $280,000
95,000
80,000
85,000
Goods in process ..................................
145,000
135,000
105,000
Finished goods ....................................
Company A purchased the entire stock issues of Companies B and C
at January 1, 1920, at the prices shown in the trial balance. During the
year each of the three companies declared and paid a 5 per cent. dividend.
Company A took up its dividends from Companies B and C by credits
to surplus. The various entries for the dividends were the only entries
affecting the surplus accounts during the year.
At December 31, 1919, Company A’s inventory of raw material included
goods purchased from Company B at a price of $60,000, the cost thereof
to Company B being $40,000.
At the same date Company B’s inventory of raw material included
goods purchased from Company C for $75,000, on which Company C
made a profit of $25,000.
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During 1920, Company C sold goods to Company B at a price of
$200,000. These goods cost Company C $160,000. Company B still owes
$30,000 on these purchases, the indebtedness being included in the accounts
payable.
During 1920, Company B sold goods to Company A at a cost of $300,000
and at a selling price of $375,000. Company A made cash advances totaling
$400,000 to Company B during the year. The sales just mentioned were
charged against the advances account, the $25,000 balance of which is
included in Company B’s accounts payable.
The inventories at December 31, 1920, include inter-company profits
as follows:
Raw
Goods
Finished
material
in process
goods
Company A ............ $20,000
$5,000
$4,000
Company B ............
30,000
6,000
5,000
Company A’s bonds were issued July 1, 1920. They bear 5 per cent.
interest, payable semi-annually and mature in five years. No interest has
been paid.
Allow depreciation at 5 per cent. per annum on the cost of the fixed assets.
Prepare the following consolidated statements:
Cost of goods manufactured and sold.
Profit and loss statement.
Surplus statement (showing as the final balance therein the surplus
balance appearing in the consolidated balance-sheet).
Balance-sheet.
Solution. The required statements may be drawn up from a single set
of working papers prepared in the manner shown on pages 61 and 62.
COMPANY A AND SUBSIDIARIES B AND C Exhibit A
Consolidated statement of cost of goods manufactured and sold
Year ended December 31, 1920
Goods in process, January 1, 1920.........
$ 225,000
Materials:
Inventory, January 1, 1920 ............. $ 415,000
Add purchases ....................................
985,000

Total ..................................................
Less inventory, Dec. 31, 1920 ............
Labor .......................................................
Manufacturing expense:
Total per trial balance ....................

Depreciation of plant .........................

1,400,000
615,000

785,000
1,140,000

585,000
102,500

687,500

2,612,500

Total manufacturing cost ..................
Deduct inventory of goods in process, December 31, 1920.........

2,837,500
249,000

Cost of goods manufactured .........................................................
Add inventory of finished goods, January 1, 1920 .......................

2,588,500
235,000

Total ...........................................................................................
Less inventory of finished goods, December 31, 1920 ................

2,823,500
376,000

Cost of finished goods sold..............................................................

2,447,500
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Co. A
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75,000

80,000
750,000

105,000
400,000
320,000
190,000
40,000
25,000

70,000
65,000
400,000

2,780,000

160,000
510,000
370,000
205,000
75,000
35,000

50,000
190,000
60,000

1,915,000

Co. C

60,000
420,000
40,000

Co. B

Total debits to cost of sales
Less credits—per contra
Cost of goods sold—to profit and loss
Total debits to profit and loss—deducted contra

5,340,000

Goodwill .........................
Investment in stock of Co. C 1,200,000
Eliminate book value at
acquisition:
Par ...............................
Surplus at Jan. 1, 1920. .
Goodwill ..........................
Inventories, Dec. 31, 1920 :
Raw materials
(280+175+210)
Goods in process ( 95+ 80+ 85)
Finished goods
(135+145 + 105)
Bond interest .....................
Depreciation on p lan t .........

Par ...............................
Surplus at Jan. 1, 1920. .

acquisition:

Cash .................................... 75,000
Accounts receivable .......... 350,000
Notes receivable ................ 200,000
Inventory, raw material,
Jan. 1, 1920 ..................... 150,000
Purchases, raw materials .. 650,000
Labor .................................. 450,000
Manufacturing expense . .. 190,000
Selling expense ............... 85,000
Administrative expenses ... 45,000
Inventory, goods in process,
Jan. 1, 1920 .................... 80,000
Inventory, finished goods,
Jan. 1, 1920 ................ 90,000
Plant and equipment ......... 900,000
Investment in stock of Co. B 875,000
Eliminate book value at

Debits

1,425,000

665,000(1)
260,000(2)
385,000(3)
12,500(4)
102,500(5)

A djustm ents

1920

2,532,500

9,000(1)

50,000(G)
11,000(H)

800,000 (E)
347,500(F)

500,000 (C)
185,000(D)

575,000(B)

2,447,500

3,687,500
1,240,000

_______

102,500

235,000

225,000

415,000
985,000
1,140,000
585,000

2,765,000

2,447,500

12,500

200,000
105,000

4,922,500

_______

615,000
249,000
376,000

52,500 G

190,000 G

2,050,000

Inter-com pany Cost of sales Profit and loss Balance-sheet
elim inations
185,000
55,000 (A)
905,000
300,000

COMPANY A AND SUBSIDIARIES B AND C—Consolidated working papers—year ended December 31,
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Co. A

62
1,915,000

Net profit to surplus

Total credits to profit and loss
Less debits to profit and loss—per contra

2,780,000

307,500

60,000
1,050,000

160,000

112,500
1,250,000

80,000
65,000

Co. C

800,000
60,000
250,000

500,000

Co. B

Total credits to cost of sales—deducted contra

5,340,000

Capital stock
Co. A ...........................
,000,000
Co. B ..............................
Co. C ...........................
Notes payable .................... 110,000
Accounts payable .............. 100,000
Bonds payable .................... 500,000
Premium on bonds ............
5,000
Reserve for depreciation .. 100,000
Sales ..................................... 1,400,000
Surplus
Co. A ...........................
125,000
Co. B ..............................
Co. C .............. .......... . .
Cost of sales—credit for in
ventory Dec. 31.’
Raw materials ............
Goods in process .........
Finished goods ............
Bond interest accrued .......

Credits

1,425,000

665,000(1)
260,000(2)
385,000(3)
12,500(4)

102,500(5)

A djustm ents

31, 1920

2,532,500

1,240,000

50,000 (G) 615,000
11,000(H) 249,000
9,000(1)
376,000

185,000 (D)
347,500 (F)

575,000(B)

55,000 (A)

800,000(E)

500,000(C)

360,500

3,125,500
2,765,000

3,125,000

500

4,922,500

360,500

12,500

125,000 S
25,000*S
40,000*S

250,000
360,000
500,000
4,500
375,000

Inter-com pany Cost of sales Profit and loss Balance- s heet
elim inations
3,000,000

COMPANY A AND SUBSIDIARIES B AND C—Consolidated working papers—continued—year ended December
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COMPANY A AND SUBSIDIARIES B AND C
Consolidated profit-and-loss statement—Year ended Dec. 31,
Sales ................................................................................................
Less cost of goods sold (exhibit A) ............................................

Exhibit B
1920
$3,125,000
2,447,500

Gross profit on sales .....................................................................
Less selling expenses ....................................................................

677,500
200,000

Net profit on sales .........................................................................
Less administrative expenses .......................................................

477,500
105,000

Net profit on operations ................................................................
Less bond interest:
Interest accrued .............................................. $ 12,500
Less premium amortized .....................................
500

372,500

Net profit for the year ..............................................

360,500

12,000

COMPANY A AND SUBSIDIARIES B AND C Exhibit C
Consolidated surplus statement—Year ended December 31, 1920
Surplus, January 1, 1920 .............................................................. $ 210,000
Add profits for 1920 (exhibit B) ................................................
360,500
Total .........................................................................................
Less dividends paid by Company A ............................................

570,500
150,000

Surplus, December 31, 1920 .........................................................

420,500

COMPANY A AND SUBSIDIARIES B AND C Exhibit D
Consolidated balance-sheet—December 31, 1920
Assets
Current assets:
Cash .....................................................
$ 185,000
Accounts receivable ............................
905,000
Notes receivable ..................................
300,000
Inventories:
Raw material .................................... $ 665,000
Goods in process ..............................
260,000
Finished goods ................................
385,000

Total ..............................................
Less inter-company profit ..............
Fixed assets:
Plant and equipment ...........................
Less reserve for depreciation .........
Goodwill ..............................................

1,310,000
70,000

1,240,000

2,630,000

2,050,000
375,000
1,675,000
242,500

1,917,500
4,547,500
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Liabilities
Current liabilities:
Notes payable..........................................................
Accounts payable ....................................................
Accrued bond interest ............................................
Fixed liabilities:
Bonds payable .........................................................
Deferred credits :
Bond premium .........................................................
Capital:
Capital stock ..........................................................
Surplus (per exhibit C) .......................................

$ 250,000
360,000
12,500

622,500

500,000
4,500

3,000,000
420,500

3,420,500

4,547,500
There is some difference of opinion as to the proper treatment of profit
in inventories at the date of the acquisition of stock by the holding company.
In this solution the conservative treatment of ignoring the profit has been
followed. If the profit had been taken into consideration, the inventories
at the beginning of the year would have been reduced, with a corresponding
increase in the goodwill and in the consolidated profit for the year 1920.
It seems preferable to take the ground that the profit in inventories at the
date of acquisition is not inter-company profit, as it was made by the
companies when they were unrelated.

2. Prepare a statement of resources and their application for the 12
months ended December 31, 1920, using the following data:
THE HALL MANUFACTURING COMPANY—BALANCE-SHEET
Assets
Dec. 31,1919
Dec. 31,1920
Cash .......................... .............
$5,000
$1,800
Accounts receivable .. ............
30,000
32,000
Raw material ............ .............
12,000
14,500
Goods in process .. .. ............
16,000
17,500
Finished goods ......... ............
21,000
19,000
Land ......................... .............
70,000
100,000
Buildings ................... ............
115,000
170,000
Machinery .................. ............
90,000
100,000
Tools ......................... ............
26,000
23,000
Patents ....................... ............
30,000
28,000
Discount on bonds ..
2,000
Investment in stocks . .............
25,000
Advances to salesmen .............
500
1,000
Unexpired insurance . ............
300
250
$440,800

$509,050

Liabilities
Accounts payable .. .. .............
$35,000
Notes payable ........... ............
25,000
Bank loans ................ .............
20,000
Bonds payable .......... .............
200,000

$10,000
5,000
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Liabilities (Continued)
Dec. 31,1919
Reserve for depreciation, build
ings and machinery .......
20,000
Reserve for bad debts .............
1,200
Reserve for construction ....
16,000
Capital stock ...........................
100,000
Surplus ....................................
23,600

$440,800

Dec. 31,1920

29,000
1,500
20,000
100,000
43,550
$509,050

Following is an abstract of the surplus account:
Balance January 1, 1920 ..................................................................
Add net profit for 1920 ..................................................................
“ appraisal increase in land .....................................................

Total .................................................
Deduct credit to reserve for construction ..................
“
dividends paid December 31, 1920 .................

$4,000
15,000

$23,600
8,950
30,000

62,500
19,000

43,550

Balance, December 31, 1920 ...........................................

Depreciation was provided during the year as follows:
Credited to reserve for depreciation, buildings and machinery...
$10,000
Written off from tools ...................................................................
5,000
Written off from patents ........................................... • •.................
2,000
During the year machinery which cost $7,000 was sold for $6,000. The
loss was absorbed in the reserve for depreciation.
Solution.
Exhibit A
THE HALL MANUFACTURING COMPANY
Comparative balance-sheet
Assets
Dec. 31,
Dec. 31,
Decrease Increase
1919
1920
Cash ......................................... $5,000
$1,800
$3,200
Accounts receivable .............. 30,000
$2,000
32,000
Raw material ......................... 12,000
14,500
2,500
Goods in process ..................... 16,000
17,500
1,500
Finished goods ....................... 21,000
19,000
2,000
Land ......................................... 70,000
100,000
30,000
Buildings ................................. 115,000
170,000
55,000
Machinery ................................ 90,000
100,000
10,000
Tools ....................................... 26,000
23,000
3,000
Patents ..................................... 30,000
28,000
2,000
Discount on bonds ................
2,000
2,000
Investment in stocks .............. 25,000
25,000
Advances to salesmen .............
500
1,000
500
Unexpired insurance ..............
300
250
50

440,800
Net increase in assets

509,050

35,250

103,500

68,250

103,500
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Liabilities
Accounts payable ................ ..
Notes payable ..................... ..
Bank loans .......................... ..
Bonds payable .................... ..
Reserve for depreciation ... ..
Reserve for bad debts ....... ..
Reserve for construction .. . ..
Capital stock ....................... ..
Surplus ................................ ..

$35,000
25,000
20,000
200,000
20,000
1,200
16,000
100,000
23,600

$10,000
5,000

440,800

509,050

$25,000
20,000
20,000
100,000
9,000
300
4,000

300,000
29,000
1,500
20,000
100,000
43,550

19,950

65,000

133,250

68,250

Net increase in liabilities ..

133,250

133,250

THE HALL MANUFACTURING COMPANY Exhibit B
Statement of application of funds—Year ended Dec. 31, 1920
Funds provided:
By net profits before providing for depreciation and bad debts:
Net profit carried to surplus ............
$8,950
Add depreciation:
Buildings and machinery ............ $10,000
Tools ..................................................
5,000
17,000
Patents ..............................................
2,000
Add provision for bad debts ............
By issue of bonds:
Par ...................................................
Less discount ...................................
By sale of investment in stocks..............
By sale of machinery:
Cost ....................................................
Less loss charged to reserve ...........

300

100,000
2,000

7,000
1,000

To payment of dividends .......................
To increase in working capital and de
ferred charges (exhibit C) .....
Total funds applied ...................................
66

98,000
25,000

6,000
$155,250

Total funds provided ..................................

Which were applied as follows:
To purchases of fixed assets:
Buildings ..........................................
Machinery .........................................
Tools ..................................................

$26,250

55,000
17,000
2,000

74,000

15,000
66,250
$155,250
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THE HALL MANUFACTURING COMPANY

Exhibit C

Schedule of working capital and deferred charges
December 31, 1919, and December 31, 1920
Dec. 31,
1919
$5,000
30,000
12,000
16,000
21,000

Dec. 31,
1920
$1,800
32,000
14,500
17,500
19,000

Total current assets .......

84,000

84,800

Current liabilities:
Accounts payable ................
Notes payable .....................
Bank loans ...........................

35,000
25,000
20,000

10,000
5,000

Total current liabilities ..

80,000

15,000

Working capital ....................

4,000

69,800

Current assets:
Cash .....................................
Accounts receivable ...........
Raw material .....................
Goods in process ..................
Finished goods ....................

Increase in working capital ...

Working capital
decrease increase
$3,200
$2,000
2,500
1,500
2,000

25,000
20,000
20,000

65,800

71,000
Deferred charges
Dec. 31,
Dec. 31,
1919
1920
Advances to salesmen ........... $ 500
$1,000
Unexpired insurance .............
300
250

800
Net increase in deferred charges

71,000

Decrease Increase
$ 500

$50

1,250

450
500

500

Summary
Increase in working capital ...........................................................
Increase in deferred charges ..........................................................

$65,800
450

Total ..........................................................................................

66,250
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3. A, B, C and D have decided to dissolve partnership. To that end
they have liquidated all their liabilities ; and at the date of the first division
of cash among the partners the conditions are as follows:

Capital
....... $22,000
....... 19,000
....... 12,000
....... 7,000

Loans
$ 7,000
6,000
14,000
13,000

Totals ....... ....... $60,000

$40,000

Partners
A ...........
B ...........
C ...........
D ...........

Profit and loss ratio
40%
30%
20%
10%
100%

Cash available for distribution .............................. $20,000
Other assets not yet realized (of doubtful value) . 80,000
Total .................................................................... $100,000

State which partners should participate in the distribution of the $20,000 ;
how much cash each should receive; whether the payments should be applied
against the capital accounts or the loan accounts. Explain the procedure
of determining the distribution. Assume that none of the partners has
any private property.
Solution. The cash should be divided in such a way as to leave the
sum of each partner’s capital and loan accounts equal to his possible loss
in case no portion of the $80,000 of other assets is realized. The first step
in the solution is to compare each partner’s total capital and loan with his
possible loss:
Profit-and
Capital
Loan
Total
Possible loss loss ratio
Partner
40%
$32,000
$29,000
A .. ......... $22,000
$7,000
30%
B .. ......... 19,000
6,000
25,000
24,000
20%
16,000
C .. ......... 12,000
14,000
26,000
D .. ......... 7,000
10%
13,000
20,000
8,000

It is evident that A cannot be safely paid anything because the sum
of his capital and loan accounts is less than his possible loss. If the $80,000
remaining assets should prove to be worthless, A’s $32,000 share thereof
would exhaust both his capital and loan and leave him with a debit
balance of $3,000. Since he has no other property it is assumed that he
would be unable to pay in this debit balance and it would have to be
charged against B, C and D in their profit-and-loss ratio, with the fol
lowing results:
Share of possible
Total
Own share of debit balance in
Total
A’s account
Partner possible loss
possible loss
capital and loan
B .. . ...$24,000
$1,500
$25,500
$25,000
1,000
C .. .... 16,000
17,000
26,000
D .. .... 8,000
500
8,500
20,000
It now appears that in the event of a total loss of the $80,000 remaining
assets and of A’s inability to make good his resulting debit balance of
$3,000, B’s account would also be thrown into a debit balance. If he
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should be unable to pay in this debit balance of $500, it would be charged
to C and D in their profit-and-loss ratio, with the following results:

C
D
Together
$26,000.00 $20,000.00 $46,000.00
Total capital and loan.
D
Deduct possible losses:
C
Own ........................ $16,000.00 $8,000.00
500.00
For A .................... 1,000.00
166.67 17,333.33 8,666.67 26,000.00
For B ....................
333.33

8,666.67 11,333.33 20,000.00

Cash distribution .........

As the partners’ loans take precedence over their capitals in liquidation,
these payments to C and D should be charged to their loan accounts.
4. (a) Determine the average life of the following fixed assets be
longing to the Western Hardware Company:
Assets
Estimated Estimated life
Cost
scrap value
in years
Buildings ...................... $100,000
$35,000
20
Machinery .................... 70,000
25,000
15
Tools............................. 20,000
5,000
10
Patterns ....................... 10,000
8
(b) After determining the average life of the fixed assets, state the
amount of annual depreciation by the straight-line method.
Solution. (a) Computation of average life.
Estimated
Total Life in Annual
Cost scrap value depre’n years depre’n
Asset
$35,000
$65,000
20
$3,250
Buildings ......... ........... $100,000
25,000
45,000
15
3,000
Machinery ................... 70,000
10
5,000
15,000
1,500
Tools .............. . ........... 20,000
0
10,000
8
1,250
Patterns ........... ........... 10,000
$135,000

Totals .........

$9,000

Then 135,000 ÷ 9,000 = 15, the average life in years.
(b) Annual depreciation by straight-line method, $9,000 as above.
5. (a) A company with $500,000 of common capital stock, par value
$100 a share, and a surplus account of $100,000, decides to change its
capitalization from a par to a no-par basis. It therefore calls in its 5,000
shares of par-value stock and issues in place thereof 10,000 shares of
no-par-value stock. How should the transaction be recorded? What
effect, if any, will the change to a no-par-value basis have on the surplus
account?
(b) Suppose that a new company is organized with 10,000 shares of
no-par-value stock and that this new company takes over all the assets and
liabilities of the old company at their book value, issuing all of its capital
stock in payment therefor. How would the transaction be recorded on
the books of the new company?
Solution. (a) The disposition of the surplus account would depend on
the action of the directors. If no action were taken, the only entry
required would be one debiting capital stock common $500,000 and crediting
69
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capital stock no par value $500,000. The stock ledger accounts should be
adjusted to show the increased number of shares held by each stockholder.
If the directors vote to change the surplus into fixed capital, the entry
would be: debit capital stock common, $500,000; debit surplus, $100,000;
credit capital stock no par value $600,000. A court would probably con
sider the action of the directors equivalent to the declaration of a stock
dividend, with the result that there would be no surplus available for cash
dividends.
(b) In this case the entries might depend on the state in which the
company is incorporated. Some states fix a minimum which must be
paid for the no-par stock. A recent opinion, coming from the office of
the solicitor general, holds that in such states any excess over the minimum
paid in by stockholders is available for dividends. On the basis of this
opinion, all of the $150,000 in excess of the fixed minimum could be
credited to capital surplus. In any event, the conservative thing to do is
to record the transaction as follows:

Debit subscriptions $600,000; credit capital stock no par value $600,000.
Debit assets ($?) ; credit liabilities ($?) ; credit A Company, vendor,
$600,000.
Debit A Company, vendor, $600,000; credit subscriptions $600,000.
6. Define the following:

(a)
(b)
(c)
(d)
(e)

(f)
(g)
(h)
(i)
(j)

Income bond.
Co-insurance clause.
Amortization.
Residuary legatee.
Working capital.

Contingent reserve.
Turnover.
Subsidiary company.
Interdepartmental profit.
Franchise.

Solution. (a) An income bond is a bond which imposes on the debtor
a conditional instead of the usual unconditional obligation to pay interest,
the condition being the earning of income equal to the interest. If the
profits, before charging bond interest, are not equal to the interest, the
debtor has no obligation to pay interest.
(b) A co-insurance clause is a clause in an insurance policy stipulating
that the insurance company, in the event of a loss, shall be liable for no
greater proportion thereof than the sum insured under the policy bears to
a stated per cent. of the value of the property.
(c) Amortization is a gradual reduction. The term is generally used
in accounting in regard to liabilities, signifying their gradual extinguish
ment by means of a sinking fund or otherwise; and in regard to the
premium or discount on securities, signifying a gradual reduction thereof
by entries to profit and loss.
(d) A residuary legatee is a person who receives, according to the
directions of a will, all the property of an estate remaining after the other
claims against it have been satisfied.
(e) Working capital is the excess of the current assets of a business
over the current liabilities.
(f) A contingent reserve is an account with a credit balance, set up
by a charge to profit and loss or surplus, representing a provision out of
profits for an uncertain future loss.
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(g) Turnover is the number of times the cost of goods sold during a
period exceeds the average investment in stock.
(h) A subsidiary company is a corporation at least a controlling interest
of whose stock is owned by another corporation called a parent company—
one whose affairs are directed by the parent company.
(i) Interdepartmental profits are unrealized profits added to the cost
of goods transferred from one department of a business to another de
partment or included in the charge made by one department to another
for services.
(j) A franchise is a privilege granted by a municipal corporation to a
person (individual or corporate) permitting that person to conduct a
business of a monopolistic nature.

7. Actuarial Problem (optional). A company has acquired machin
ery, which cost $100,000, which it expects to be able to use for 10 years.
The scrap value at the end of that time is estimated at $25,000. A bond
issue of $75,000 due in 10 years, bearing 6 per cent. interest and secured
by a mortgage on the machinery, was floated at 98 soon after the
purchase of the machinery. The trust indenture requires that at the end
of each year, before the payment of dividends, a sum shall be set aside
and charged against earnings sufficient to provide a sinking fund on a
5 per cent. basis for the redemption of the bonds at maturity.
The president of the company is in favor of providing a reserve for
depreciation on the machinery by the sinking-fund method, using 5 per cent.
as a basis, although he does not advocate creating a replacement fund for
the machinery as well as a sinking fund for the bonds. The treasurer
contends that it is not necessary to provide any reserve for depreciation,
asserting as his reason that the creation of a sinking-fund reserve and a
reserve for depreciation would involve a double charge against profits and,
further, that as the sinking-fund reserve is obligatory the depreciation
reserve is not required.
(a) Compute the amount of the annual contribution to the sinking fund
for the redemption of the bonds.
(b) Set up a table showing the accumulation of the fund, on the
assumption that it earned exactly 5 per cent.
Also indicate the annual entries for the sinking fund and for the
sinking-fund reserve.
(c) Give your opinion as to whether or not there should be a reserve
for depreciation as well as a sinking-fund reserve. If the sinking-fund
reserve is sufficient, what disposition will eventually be made of it? If
two reserves are necessary, when and in what manner will they be
closed out?
1. 0510 = 1.62889463

Solution.

(a) Amount of the annual contribution to the sinking fund:
1.62889463 — 1 = .62889463 compound interest.
.62889463 ÷ .05 = 12.5778926 amount of annuity of 1.
75,000 ÷ 12.5778926 = 5,962.84 annual contribution.

Table of Accumulation of Sinking Fund
Debit
Credit
Credit
Year
sinking fund sinking-fund interest
cash
1....... ....... $5,962.84
$5,962.84
2 ....... .......
6,260.98
$ 298.14
5,962.84
3 ....... .......
6,574.03
611.19
5,962.84
(b)
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Balance
of fund
$5,962.84
12,223.82
18,797.85

The Journal of Accountancy
Credit
Debit
sinking fund sinking-fund interest
Year
6,902.73
939.89
4....... .......
7,247.87
1,285.03
5....... .......
1,647.42
7,610.26
6 ....... .......
2,027.94
7,990.78
7 ...... .......
2,427.47
8,390.31
8 ...... .......
2,846.99
8,809.83
9 ...... .......
.......
9,250.32
3,287.48
10 ......
$74,999.95

$15,371.55

Credit
cash
5,962.84
5,962.84
5,962.84
5,962.84
5,962.84
5,962.84
5,962.84

Balance
of fund
25,700.58
32,948.45
40,558.71
48,549.49
56,939.80
65,749.63
74,999.95

$59,628.40

Each year an entry would be made debiting surplus and crediting
sinking-fund reserve the amount shown in the “debit-sinking fund” column.
(c) There should be two reserves. The depreciation reserve is an
accounting necessity to put an expense on the books; the sinking-fund
reserve does not provide for an expense and it should be set up by a
charge to surplus as an appropriation or earned surplus which is temporarily
unavailable for dividends, instead of by a charge to profit and loss as an
expense. The sinking-fund reserve is simply a device for the benefit
of the bondholders, to give the sinking fund instead of dividends first claim
on the assets provided by earnings and an exclusive claim against a portion
of those assets. Without the reserve the company could pay dividends to
the full extent of the profits, with the result that the sinking-fund con
tributions and the dividends would cause an impairment of working capital.
The depreciation reserve is necessary to determine the true profits; the
sinking-fund reserve makes a portion of these profits unavailable for divi
dends until after the maturity of the bonds.
The depreciation reserve will be closed out when disposition of the
assets has been made, which may or may not be in ten years, depending
on the accuracy of the estimate of the life of the machinery. The differ
ence between the cost and the realized value of the assets will be charged
to the reserve, the balance of which will then be closed to surplus.
The sinking-fund reserve will be closed out at the end of ten years
when the bonds are retired. It will be transferred to surplus, where it will
again be available for dividends, the bondholders being no longer interested
in the dividend policy and the working capital of the company.
Touche, Niven & Co. announce the removal of their Cleveland
office to 1052 Hanna building.
Price, Waterhouse & Co. announce the removal of their offices in New
York from 54 William street and 6 West 48th street to 56 Pine street.
Pangborn & Pangborn announce the removal of their office to 253
Broadway, New York.
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